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Presi dent Bush has proposed a tax reduction package that
has, as its centerpiece, a reduction in marginal incone tax
rates. Qher features of his tax and budget plans address
peculiar features of the tax code that result in high inplicit
mar gi nal tax rates on the poor, the elderly, and sone two earner
marri ed couples. The President's focus on marginal tax rate
reduction is key to restoring incentives to work, save, and
invest, to nmaintaining and strengt hening the econom ¢ expansi on,
and to renewing job growh and real inconme gains. Hi s proposals
shoul d be inplenmented as soon as possi bl e.

The main el enents of the tax proposal.

Margi nal tax rate reduction. The President's tax plan would
trimmarginal income tax rates over 5 years. The 39.6% and 36%
rates would fall gradually to 33% The 31% and 28% rates woul d
drop to 25% The bottom portion of the 15%rate would drop to
10%

Based on the 1997 incone distribution (last avail able year),
t he Bush proposals woul d reduce the inconme-wei ghted average
margi nal rate from25.4%to 22.9% about a ten percent drop
(See Chart 1.) By conparison, the Kennedy and Reagan mar gi nal
tax rate reductions were between 20 and 25 percent. Chart 2
shows the reduction in marginal inconme tax rates under the Bush
pl an for couples at various incone |evels, assum ng they have two
children and are not subject to the alternative m ni numtax.

At the margin, on an inconme-wei ghted basis, and accounting
for payroll and state incone taxes, the President's proposed rate
cuts would raise the after-tax wage on increnental effort by
about 4 percent, and the after-tax return on increnental saving
and non-corporate investnent by about 3 percent. W estimate
that these additional rewards to production would create between
1.5 mllion and 2 miIlion additional full-time equival ent jobs
over the next decade, and ultimately add close to 2% to the GDP
| ndi vi dual s woul d not only benefit fromthe | ower tax
liabilities, they would experience higher pre-tax wages and
i ncreased enpl oynent opportunities as well. The taxes collected



on the increased personal and busi ness incone fromthe higher GDP
woul d eventually return between a quarter and a third of the
static revenue cost of the tax cut to the governnent.

These enpl oynent and GDP cal cul ati ons do not include the
addi ti onal beneficial inpacts of the President's proposals
relating to the marriage penalty and the earned i nconme tax credit
(EI'TC, nor do they allow for the adverse effects of the
alternative mninmumtax.

Rate relief for two-worker couples subject to the marriage
penalty. The President's proposed "second worker exclusion” is
designed to provide relief to two earner couples in rough
proportion to the degree of marriage penalty they are
experienci ng under current law. The couple coul d deduct 10% of
the lower earner's first $30,000 of wages (a deduction of up to
$3,000) fromtaxable incone. The deduction would trimthe tax
liability of such couples. 1In addition, where the | ower earning
spouse has | ess than $30,000 in | abor inconme, this would
represent a further 10%cut in the marginal tax rate on
i ncrenental earnings, and thereby encourage further effort. (For
exanple, it would effectively reduce the 15%tax rate to 13.5%
and the proposed 25%tax rate to 22.5%)

Rate relief for workers hit by the El TC phase-out. The
refundabl e earned incone tax credit (EITC) elimnates the incone
tax and nuch of the payroll tax for several mllion | ow incone
wor kers. As incones rise, however, the credit is phased out.

The phase-out for a couple or single parent with one child is at

a 15.98% rate between inconmes of $13,090 and $28, 280; for parents
of two children, at a 21.06%rate between inconmes of $13,090 and

$32,120; for couples with no children at a 7.65% rate between

i ncones of $4,760 and $5, 950.

When inconme is in the phase-out range, each additional
dol l ar of incone costs the taxpayer $0.1598, $0.2106, or $0.0765
of the credit. 1In addition, the taxpayer is subject to the
enpl oyee's half of the payroll tax at a rate of 7.65% to the
first 15%inconme tax bracket rate; and, in nbost states, a state
income tax. Assuming a state tax rate of 5% the conbined
mar gi nal tax rate on an added dollar of inconme in the phase-out
range for a worker with two children is 48.71% The gover nnment
is taking nearly half of any additional income that this | ow
earni ng taxpayer struggles to make. Such high nmarginal tax rates
are a serious disincentive to work and earn one's way out of a
near poverty situation.

The President's proposal would reduce the work disincentives
on | ow i ncome workers created by the phase-out of the EITCin two
ways. First, the plan would cut the 15%tax rate to 10%for the
first $6,000 of taxable inconme for a single filer, $10,000 for a



single parent, and $12,000 for a couple filing jointly. Second,
it would increase the child credit from $500 to $1,000. These
steps would elimnate the income tax for many recipients of the

El TC, thereby reducing by 15 percentage points the margi nal tax
rate that they face on incone in the phase-out range. Their EITC
woul d be fully phased out before they begin to pay incone tax,
and they woul d not be subject to the explicit inconme tax rate and
the inplicit phase-out tax rate on the sane incone. Chart 2
shows the reduction in the nmarginal tax rate spike due to the

EI TC for a couple with two children

Thi s approach does have a drawback. It exenpts severa
mllion additional people fromthe inconme tax. It is not a good
idea to have a large part of the voting public thinking that on-
budget government services are free goods.

Elimnation of the estate and gift tax. The President's
proposal woul d al so phase out the estate and gift tax. This tax
is a serious inpedinment to small business survival in particular,
and to saving and investing in general. It even discourages work
by seniors who are thinking of deferring retirenent to add to
their bequests. The estate and gift tax rates can reach 55% at
the margin (60%in the surtax region as the lower rates are
"recaptured") for an ordinary estate, and nearly 80% for a
generation skipping trust. Conbined wth payroll and incone
taxes, it can result in marginal tax rates on additions to
bequests of between 70% and 91% cl ear disincentives for the
elderly to work and save. (See Chart 3.) E imnation of the tax
woul d be good for the econony. It would save as nuch in wastefu
| egal costs as it raises in revenue. It would probably pay for
itself in two ways. First, when high tax bracket parents give
nmoney away during their lives to their | ow tax bracket children
to avoid the estate tax, the taxes on the current earnings of the
assets are reduced, costing the governnent current revenue;
endi ng the estate tax woul d reduce such | osses. Second, ending
the estate tax would increase total saving, investnent, output,
and taxabl e incone, yielding a dynam c revenue gai n.

In renoving the estate and gift tax, sone people would
propose ending step-up in basis for capital gains at death. |

woul d advocate retaining step-up in basis. It is consistent with
t he savi ng/ consunption neutral treatnment of capital gains found
in major tax reformproposals. |f saving has received pension or

| RA treatnment, the gain will be taxed under current |aw as
ordinary inconme to the heir (although such tax would better be

deferred until the assets are sold for consunption). |If the
saving did not receive pension or |IRA treatnent, the gain should
remain untaxed, as in a Roth IRA. |If step-up is elimnated, the

heir should not have to pay capital gains tax at the tinme of
i nheritance, but only |ater when the assets are sold and the gain
is realized.



Maki ng the R& credit permanent. The plan woul d make the
research and devel opnent credit permanent, giving businesses a
nore certain foundation on which to plan their investnent in
basi ¢ science, technol ogy and new products.

Above the line charitable contributions. The President
woul d al | ow taxpayers who do not item ze to deduct their
charitabl e donations. This is good tax policy as well as social
policy. Income transferred to others is no | onger the property
of the donor and shoul d not be taxed as such. It should be
treated as incone to the recipient (who, in the case of a
charitabl e donation, would be an individual too poor to owe tax,
or be a tax exenpt institution).

Soci al Security earnings test repeal. President Bush has
previously proposed elimnating the remai ning portions of the
Social Security earnings test. Wile not technically a tax
proposal (it raises Social Security outlays), the earnings test
acts as a 50% add-on tax rate on increnental wage incone above a
| ow exenpt anount for beneficiaries ages 62 to the norma
retirement age. The test has been elimnated for retirees above
the normal retirenent age. The normal retirenent age was 65, but
isrising in stages to 66 for people turning 62 between 2000 and
2005, and to 67 for people turning 62 between 2017 and 2022.
Thus, people ages 65 and 66 wi ||l again becone subject to the
test. Renoving the remaining earnings test would sharply reduce
an outrageously high tax rate on ol der workers, and restore work
incentives to sone of our nost experienced and productive
citizens. |If this cannot be done in the first tax bill, it
shoul d be considered for the next avail able vehicle.

A picture of the marginal incentive effects of the tax proposals.

Chart 2 shows marginal tax rates for married couples with
two children at various incone |evels under current |aw and the
Bush plan. The marginal rate reductions across a w de range of
i ncones provide the incentives to boost production and out put
that are the major econom c benefits of the proposal.

Note that the phase-outs of the child credit, item zed
deducti ons, and personal exenptions push effective tax rates
above the statutory levels. For a famly of four, under current
tax rates, the exenption and deduction phase-outs add nearly 4
percentage points to the tax rate (a bit nore or |ess dependi ng
on the specific tax bracket). Elimnating these phase-outs would
provide significant additional marginal rate relief, and would
bring the top rates down to a true 25 or 33 percent.

There are many other provisions in the tax code that
inplicitly boost marginal tax rates, such as the tax treatnent of
Social Security benefits, incone related limtations on | RAs, and



the loss of various credits. A conplete list with details is
avai lable in I RET Economic Policy Bulletin No. 83, "Phaseouts

| ncrease Tax Rates and Tax Conplexity", (forthcomng in March in
hard copy and on the web at ww.iret.org).

AMI relief.

The regul ar income tax relief proposed by President Bush
coul d subject several mllion additional taxpayers to the AMI
unl ess the AMI is refornmed or repealed. It would be wise to

alter the AMI to allow taxpayers to receive the full benefit of
the President's proposed rate reductions, and the full val ue of
the child credit and the EITC

Chart 2 assumes that the famlies are not thrown into the
alternative mninumtax. |If they fall under that tax, the
mar gi nal tax rates for the upper inconme famlies would be
slightly higher or |lower at various points. (See Chart 4.) The
statutory AMI nmargi nal tax rates, 26% and 28% are |ower than
under the ordinary incone tax, but inposed on a broader base to
coll ect nore revenue than the ordinary tax. However, the 25%
phase-out rate of the AMI exenpt anmount has the effect of
boosting the marginal tax rates in the phase-out range to 32.5%
and 35% (See Chart 5.) Thus, at the margin, the AMI rates
woul d not be nmuch less than the ordinary income tax rates in the
Bush plan for many affected taxpayers.

Even under current law, the AMI is poised to strike mllions
of additional taxpayers with m ddle-class inconmes. The nunber of
i ndi vi dual taxpayers owing the AMI junped by 38%in 1998 al one
(from about 620,000 to about 850,000). The I RS Taxpayer Advocate
projects that unless the law is changed, "Over 17 mllion
taxpayers will be subject to the Alternative M nimum Tax by the
year 2010. [And by that year] taxpayers with an adjusted gross
i ncome of |ess than $100,000 will owe "60% of the nation's
Alternative Mninmum Tax..." The AMI is in need of urgent
attention.

Way cut marginal tax rates?

The type of tax reduction is inportant. Tax cuts do not
boost the economny by giving people nore noney to spend (to punp
up "demand"). The sane anount of nmoney woul d be given back to
federal bondholders if taxes were not cut. Private sector
spendi ng power and demand do not change just because federal
revenues are reduced. That is why President Ford's $35 rebates
in 1975 were such a failure; the noney was just borrowed back to
cover the added federal deficit. Such hand-outs sinply use up
nmoney that could be used for nore beneficial tax changes. Thus,
a tax cut should not be thought of, or worse, designed as a
counter-cyclical Keynesian "stimulus" to denmand.



Tax cuts work to inprove the econony if and only if they
increase, at the margin, the after-tax wage on additional hours
wor ked, or raise the interest and dividend returns on added
saving, or raise the rate of profit on capital investnment. These
tax cuts first pronote an increase in the supply and enpl oynent
of | abor and capital resources, which are used to create added
goods and services. The suppliers of the resources are paid the
val ue of their added output for their trouble, and they can then
use their added incone to buy the added out put they have
produced. The output, factor paynments, and sales all stemfrom
t he production process. Demand rises together with supply or not
at all. If the tax cuts are not "at the margin", they do not
i ncrease denmand, or production, or incorne.

Margi nal tax rate cuts are not inflationary; they are
di sinflationary because they | ower the cost of |abor and the cost
of capital. Tax rate reductions expand capacity; they raise
out put and i nconme simnultaneously, increasing supply inline with
demand. Put anot her way, they encourage creation of additional
goods and services, and with costs down and nore goods "chasi ng"
t he sane anobunt of noney supply, the price |evel is reduced.
Because such tax cuts are disinflationary, there is no reason for
t he Federal Reserve to oppose them by tightening noney.

Tax changes "at the margin" nmay either be reductions in the
statutory margi nal rates or changes to the tax base on which the
rates are inposed, so long as the result is a reduction in the
tax on increnental incone. Thus, fixing the tax base to end
mul ti ple taxation of incone used for saving and investnent is
also a tax cut at the margin, and is the key to fundanental tax
reform The best tax cuts would nove the code in the direction
of fundanental tax reform

Marginal tax rates are rising and threateni ng the expansion; they
shoul d be cut.

As Chart 1 shows, marginal tax rates have been rising in
recent years due to enacted tax rate increases in 1990 and 1993,
to "real inconme bracket creep”, and to changes in the work force
and job m x. These marginal tax rate increases have been
reduci ng the incentives to work, save and invest. Put another
way, the tax rate hikes have been increasing the cost of |abor
and reducing the profitability of investnment, resulting in slower
growt h of |abor and capital inputs, output and incone than woul d
ot herwi se have occurred. Left untreated, rising marginal tax
rates would gradually slow the econom c expansi on.

Chart 1 traces the history of income-weighted average
mar gi nal income tax rates. (The rates are wei ghted by taxpayer
income as a proxy for hourly earnings of taxpayers in each tax
bracket. It does not include payroll taxes, nor calculate the
effect of the growing inpact of the alternative mninmmtax.)
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Mar gi nal incone tax rates soared in the inflationary 1970s
t hrough 1980 as rising nomnal inconmes forced taxpayers deeper
into the progressive tax rate structure. The result was falling
real after-tax incones, rising |abor costs, strikes,
unwi | | i ngness to accept overtine, and a rapid increase in non-
taxabl e fringe benefits. Oher adverse tax effects of inflation
crippl ed business investnent.

The 1981 tax rate reductions (the Econom ¢ Recovery Tax Act
of 1981, ERTA) |lowered nmarginal tax rates over the next four
cal endar years. ERTA then stabilized the rate cuts by neans of
tax indexing, which enlarges the personal exenptions, the
standard deduction, and the dollar |evels at which each tax rate
bracket begins in line with inflation. Indexing prevents a cost
of living allowance fromforcing taxpayers into higher tax
brackets (bracket creep). Wth indexing, taxpayers do not
experience a tax rate hike unless their incomes rise in rea
terms, that is, faster than inflation. However, indexing does
not prevent real wage gains or rising real famly incomes from
i ncreasing tax rates.

The Tax Reform Act of 1986 further reduced individual
mar gi nal income tax rates in 1987 and 1988. There was a m nor
increase in marginal tax rates in the 1990 tax bill, offset by
the dip in incone in the 1990-91 recession and the subsequent
sl uggi sh recovery of output and real incone. The 1993 tax
i ncrease raised margi nal tax rates on upper income earners.

Resunption of stronger real income growth since about m d-
1995 has kept marginal tax rates rising ever since. Sone of this
increase in marginal tax rates is due to real bracket creep as
wor kers in various occupations have experienced real wage grow h.
Sonme is due to rising famly inconmes as nore fam |ies becone two
wor ker househol ds. Sone is due to increased nunmbers of high
tech, high value added, high paying jobs.

| nsurance agai nst recessi on.

The current econom c slowdown is an additional reason for
nmovi ng ahead pronptly with the President's tax plan. Watever
plan i s adopted should still be the right type of tax cut, one
that pronotes growth by increasing production incentives at the
margin for workers, savers and investors and renoving biases in
the current tax system agai nst investnent and saving. O herw se
the tax cut will have no effect either short termor long term

Recession offset? The President originally proposed that
his rate cuts be phased in between January 1, 2002 and January 1,
2006. Due to the weak econony, however, it has been suggested
that it would be better to advance the cuts by a year, with the
first installnment effective January 1, 2001. Opponents protest



that the econom c sl owdown may be over before the tax cuts are
passed, and that they may "overheat' the econony.

| ncenti ve-based tax rate cuts are beneficial whether they
are enacted at the bottomof a downturn, in the mddle of a
recovery, or at the top of a boom By expandi ng productive
capacity in line with spending, they inprove the econony in al
cases. They should be viewed as a policy for the long term not
as counter-cyclical fine tuning. Nonetheless, if marginal rate
cuts happen to be enacted at a tinme of econom c weakness, they
can help to restore growth by encouragi ng enpl oynent and
investnment. They would Iift econom c output at any tine; that
this effect would be especially welcone in a period of weakness
is nerely an added benefit.

Again, tax cuts do not work sinply by giving people noney to
spend (to punp up "demand"), and they are not inflationary. In
times of deficit, a tax cut is borrowed back by the governnent to
mai ntai n spending; in times of surplus, a tax cut reduces
repaynents to the bondholders. |In neither case is there any
increase in the anmount of noney in circulation "chasing"” too few
goods and driving up prices. Only the Federal Reserve can create
inflation by over-expandi ng the noney supply relative to the
avai lability of goods and services.

Retroactive? |If the marginal tax rate cuts are to have any
significant effect on the econony in 2001, they need to be
enacted pronptly, have as deep a marginal rate cut as possible up
front, and not be put in question by "triggers".

The tax cuts do not need to be nmade retroactive to give
peopl e noney to spend (because they would not do so). However,
tax rate cuts nmust be effective as of the start of the year if
they are to achieve the full incentive effect on production
behavior inplicit in the percentage rate reduction. Delaying a
tax rate reduction until md-year, for exanple, would cut the
incentive effect of that year's rate cut in half. |If one of the
objectives of the tax rate reductions is to head off current
econom ¢ problens, the first installnent of the nulti-year rate
cuts should date back to January 1, 2001. Even better would be
to front-load the rate cuts rather than string themout over five
years.

I ndi vi dual incone taxes are collected on a cal endar year
basis. The I RS does not distinguish between incone earned in
January and income earned in Decenber. Tax rate cuts occurring
m d-year are pro-rated by neans of a "blended rate", and do not
have their full marginal incentive effect their first year. For
exanpl e, a hypothetical 10% across the board rate cut effective
July 1, 2001, will effectively cut the marginal tax rate on al
i ncone earned in 2001 by 5% because all cal endar year inconme is



| umped together for tax purposes. The full effect of the

margi nal rate cut will not be felt until 2002, when it is in

pl ace for the full calendar/tax year. The earlier in the year a
rate cut is made effective (including retroactive to January 1),
the nore nearly the tax rate reduction will have its ful

i ncentive effect.

Rate cuts work well, when inplenented pronptly.

The Kennedy tax cuts of the 1960s were inplenmented quickly
to fight the back to back recessions of 1957 and 1961. Kennedy
created the investnment tax credit (1 TC) and reforned depreciation
rules in 1962, and cut the corporate tax rate in two steps, from
52%in 1963 to 48%in 1965. Hi s famous individual incone tax
reducti ons (passed under President Johnson) were a roughly 25%
across the board cut in marginal rates, phased in over two years,
1964 and 1965. The econony was strong and inflation was nodest
in the md 1960s. Subsequent nonetary excesses and tax increases
hurt the econony 1969 and the 1970s.

In 1980, President Reagan proposed a 30 percent across the
board tax rate cut, to be phased in at 10 percent a year, each
January 1, for three years. Due to budget concerns, he was
persuaded to delay and scal e back the tax cut. As passed in the
Econom ¢ Recovery Tax Act of 1981 (ERTA), the total tax rate cut
was trimmed to 25% across the board. The first installnment was
cut to 5 percent and del ayed until Cctober 1, 1981. The second
and third install ments of 10 percent each were noved from January
1 to July 1 for 1982 and 1983.

The result was a bl ended margi nal rate cut of 1.25 on 1981
incone, a 10% cut for 1982 income, 20% for 1983 income, and a
full reduction of 25%only for 1984 inconme. The pitiful 1.25%
rate cut for cal endar year 1981 was nore than offset by a
schedul ed payroll tax rate increase and by inflation-induced rate
hi kes due to bracket creep. Tax rates actually rose in 1981.

Anot her round of payroll tax hikes and bracket creep in 1982
offset that year's tax rate cut as well. There was no
significant net marginal tax rate relief until 1983.

These cut backs and del ays were ill-advised. They made it
i npossi ble for the tax reductions to avert or noderate the
i mpendi ng 1981- 1982 recession. The Federal Reserve had begun
ti ghteni ng nonetary policy in Novenber 1980, the day after the
el ection, to battle the double digit inflation then ranpant, and
because the Fed erroneously expected the promi sed tax cuts to
punp up demand and add to inflationary pressures. The econony
softened rapidly, contrary to Federal Reserve expectations, and
was already entering a recession in the sumrer of 1981 even as
the tax bill was finally comng up for a vote in Congress. The
econony did not rebound until 1983, the first year of real net
tax rate relief. The rate of inflation collapsed nuch faster
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than was antici pated by the Federal Reserve and the Congress.
The disinflation and eventual resunption of strong real growth
and job creation (which the tax cut did eventually generate)
coul d have been acconplished nore quickly and with less pain if
key policy officials had better understood the disinflationary
nature of the tax cuts and allowed themto take effect sooner.

No triggers, please.

Some Menbers of Congress want to inpose a "trigger" on
Presi dent Bush's proposed across the board cuts in marginal tax
rates. Under a trigger, the various installnents of the rate
cuts would only go into effect if projected budget surpluses
arise as forecast. A trigger would nake the tax rate cuts |ess
effective in strengthening the econony and could | ead to the bad
budget outcone its advocates claimto fear.

An invitation to over-spend. Tying tax cuts to the budget
surplus would | et Congress block the tax cut just by spending too
much. There woul d not even be an explicit vote to hold the
Menbers accountable. |If the surplus is the issue, rather than
the urge to splurge, why not propose a trigger on federal
spendi ng i nstead of tax cuts?

A trigger makes a tax cut cost nore. Making the tax cut

uncertain would reduce its effectiveness at pronoting growh. If
peopl e can count on the tax cuts, they will produce nore in
anticipation. |If people doubt the cuts will occur, gromh wll

be del ayed. The revenue reflows would be | ess, and the deficit
hi gher than ot herw se.

Every year we don't have a tax cut, productivity gains and
real wage hikes actually raise tax rates on workers and cost sone
j obs that woul d otherw se occur (because tax indexing only
of fsets the inflationary conponent of tax bracket creep, not the

kind due to real wage growth). [If, instead, enployers know t hat
the tax burden on workers will be dropping over tine, and after-
tax wages will be rising, they will expect wage demands to renain
noderate. They will be nore likely to hire people, today, on

t hat assurance, than if taxes are not going to be cut.

But what are enployers to think if a tax bill says "W m ght
| oner taxes for the next five years, or maybe not?" They'll hold
off on the hiring until they see the green of the tax cuts.
Simlarly, savers and snmall busi ness owners will wonder what tax
rates they will pay on future interest and business inconme, and
will cut their saving and investnment accordingly.

The tax cut is not too big, it is too small.
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The President's tax proposals are not too big. Indeed, to
have a significant effect on the 2001 econony, the rate reduc-
tions would have to be phased in faster. As presented, they are
barely over 1% of GDP over the 10 year budget w ndow. Relative
to GDP, that is about half the size of the Kennedy tax cut and
about 40% the size of the individual tax reductions in the 1981
Reagan tax cut. The Bush rate cuts would be phased in over five
tax years. The Kennedy rate cuts were inplenmented over two tax
years, and the Reagan cuts over four.

Some tax cut opponents fear that the size of the Bush tax
plan is understated. They would raise the estimted cost of the
Bush plan fromthe original $1.6 trillion by $500 billion if the
tax cut is made retroactive to January 1, 2001, expiring AMI
of fsets are renewed, and the full tax cut is given to people who
woul d ot herwi se be thrown into the AMI by | owering ordinary tax

rates. They would raise the estimate by another $400 billion to
$500 billion for interest if the debt is drawmn down nore slowy.
The total, they claim could reach $2.6 trillion over ten years,

and leave little noney "on-budget” to retire the federal debt.

There are several reasons not to be concer ned. First, the

CBO budget projections are for just over $3 trillion in on-budget
sur pl uses over ten years. Even with the augnented tax cut, and
counting the added debt service, there would still be an on-
budget surpl us.

Second, "off-budget"” Social Security surpluses will total
nearly $2.6 trillion. Even with the tax cut, publicly held debt

and interest paynents to the public would be gone in ten years in
t he absence of further tax reductions or spending increases.

Third, the estimated cost of the tax rate cut is "static",
not counting the added economc growh the rate cuts woul d make
possi bl e. The stronger econony would return about 30 percent of
the projected revenue loss to the Treasury. That puts the cost
of the rate cuts far bel ow the projected on-budget surplus, even
adjusting for added interest expense.

Fourth, CBO estimtes of the surplus nay be on the | ow side.
The graduated inconme tax takes in a rising share of incone as the
country becones nore prosperous, and nore taxpayers run afoul of
t he uni ndexed AMI each year. |Increased factor productivity
shoul d al so boost corporate incone and corporate taxes as a share
of income over time. Yet CBO projects tax revenues per dollar of
GDP to fall over the next decade in a pattern at odds with
hi stori cal experience. CBO assunes, anong other things, a drop
in capital gains revenues to nore "historical" |evels over tine.
Capital gains receipts may in fact fall sharply fromlast years
el evat ed peaks due to the recent market dip. Nonetheless, the
stock market remains substantially higher than 10 or 20 years ago
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relative to GDP, and gains should be higher, on average, as a
share of current incone for a long tinme to cone.

Fifth, the CBO and Adm ni stration budget forecasts contain
conservative real GDP growth assunptions, 3 percent per year for
CBO and 2.7 percent per year for the Admnistration. The private
sector consensus is nearer 3.3 percent. There is substanti al
room for revenue surprises on the upside in the CBO and
Adm ni strati on budget forecasts.

Surplus estimates will be rising for several years to cone.
Movi ng t he budget wi ndow out one year would drop FY2002, with a
surplus of just under $300 billion, and add FY2012, with a

surplus of nearly $900 billion. That woul d boost the surplus
projection by nearly $600 billion. Simlar increases would occur
in each of the next several years. There will be anple noney

avail able for additional tax relief in a later bill.
No rush to pay off the debt.

Presi dent Bush has proposed paying off about $2 trillion in
debt, with the remainder of the surplus used for tax relief and
t he associ ated debt service, plus a "contingency" fund and
Medi care reform This would | eave a bit over $800 billion in
federal debt in the hands of the public (including state, |ocal,
and foreign governnents) in 2011.

Sone woul d ask, "Wy not pay off the entire debt?" The
President replies in his budget papers that paying off debt that
has not matured woul d invol ve substantial prem um paynents to the
bondhol ders, maki ng repaynent a bad deal. Also, requiring people
to redeem U. S. savings bonds woul d destroy an excel |l ent savings
program Furthernore, holding U S. securities is a great
conveni ence to risk-averse savers and to other governnents. An
additional point is that the Federal Reserve normally controls
t he noney supply by buying and selling federal securities. It
woul d have to use other assets or other techniques if the
mar ket abl e U. S. governnent debt di sappears.

Per haps a better question is, "Wy pay off the debt anyway?"
There are surely better things to do with the noney. (I would
nom nate fundanental tax reform providing personal saving
accounts to cushion the necessary adjustnents to Social Security
when the baby boomretires, and nedical research to utilize the
fruits of the human genone project to cure disease.). Federal
debt is risk-free. It is accorded sone of the | owest real
interest rates on the planet. Using the surplus to pronote the
grom h of the econony would yield the country and the governnent
a higher rate of return than drawi ng down the debt at a faster
clip.
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Tax cut foes contend that |lowering the debt faster is the
best way to increase saving and investnent. They are w ong.
Payi ng down nore debt instead of |owering taxes would have
virtually no inpact on global interest rates. The additional
debt reduction would be a drop in the bucket conpared to the
anount of financial assets outstanding in the world credit
markets (some $80 trillion to $100 trillion). Such snal
differences in the repaynent schedul e woul d have no effect on
world interest rates, but the higher taxes would cone straight
out of private saving and investnent.

Therefore, faster debt reduction would not boost investnent
and enpl oynent. By contrast, cutting taxes on capital, at the
mar gi n, woul d increase saving and investnent. Exanples include
mar gi nal tax rate reduction, enhanced | RA or pension treatnent of
saving, and faster recognition of the cost of investnent for tax
pur poses (accel erated depreciation wite-offs). Cutting taxes on
| abor, at the margin, is also pro-growh because people work nore
for higher after-tax wages. Not all tax cuts spur enterprise,
but the various rate reduction features of the President's tax
plan are definitely pro-grow h.

In effect, the country is in the position of a famly with a
$50, 000 nortgage, $40,000 in annual inconme, and $35,000 in annual
expenses (including the nortgage paynents). Should the famly
put its $5,000 surplus in the bank or the stock market, or use it
to pay down the nortgage faster? That depends on how hi gh the
interest rate is on the nortgage, what returns the famly could
get fromthe bank or the stock market, and what it m ght need the

nmoney for in a fewyears. |If the nortgage rate is 6% and the
i nterest, dividends and capital gains returns on bonds and stocks
are 8% the famly would be better off saving the noney. |If

Junior is just starting high school, and the famly needs to add
an additional $20,000 in savings over the next four years to
conplete Junior's college fund, it would be better off keeping
the noney. |If it paid down the nortgage instead, it would only
have to borrow the noney back four years hence to nmake the
tuition paynments. Debt reduction nakes sense only if it is the
nost val uabl e use of the noney.

Tax issues for a later bill that would nove toward fundanent al
tax reform

O her features of the tax code have resulted in high
soneti mes outrageous marginal tax rates, with a substantial tax
bi as agai nst saving and investnent. These biases and abnor nal
tax rates could all be corrected by noving to a fundanental tax
reformthat establishes a saving/consunption neutral system
Short of fundanental reform there are many steps that can be
taken to reduce the distortions and bi ases.
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Shorten all asset lives in the capital cost recovery system
This step woul d reduce the cost of capital at the margin on new
investnment. It would give the nost bang for the buck for |ong
termgrowth and have a quick effect on the econony. It addresses
the slunp in investnent that is part of the current softness.
The ultimate goal should be expensing, as in a saving/consunption
neutral tax system

Enhance 1 RAs and 401(k)s as in |ast year's Portman-Cardin

bill. Expanding pension treatnent of saving is a step towards
fundamental tax reform in which all saving would receive that
treatment. It would be useful to conbine all retirenent and

education saving incentives into one |arge, sinple program
Penalties, withdrawal restrictions, and contribution and incone
limts should be eased or ended.

Reformthe tax treatnent of Social Security benefits. The
formul as for taxing Social Security benefits inpose very high
mar gi nal tax rates on wages and savings income by boosting the
28% tax rate to an effective 42% or 52% as up to half or 85% of
benefits become subject to tax. Conbined with the earnings test
and the payroll tax, marginal rates on wage inconme can exceed
100% Taxation of benefits needs to be conpletely redesigned and
decoupl ed fromother incone to avoid this tax spike.

Eli m nate the phase-outs of personal exenptions and item zed
deductions (and ot her phase-outs where feasible). Ending these
phase-outs is equivalent to an additional nmarginal rate cut of 1
to 4 percentage points, and would sinplify tax filing.

Get rid of the personal and the corporate AMI. The AMI
distorts the definition of income and accel erates tax paynents in
an i nappropriate manner. In the process, it makes investnent
| ess profitable and reduces the capital stock, productivity, and
wages.

Ref orm Soci al Security by diverting 2 or nore percentage
poi nts of the payroll tax to personal accounts.

Concl usi on

Letting the econony slunp would be bad for the budget. |If
Congress wants to make sure that surpluses continue and the debt
is paid off, it should rein in federal spending and cut tax rates
to keep the econony noving forward. Tax rate reduction, at the
margin, is the key to a successful tax cut. Taxes do not boost
t he econony by giving people noney to spend. They work by
increasing the reward, at the margin, for increnental effort,
saving, and investnment. They may do so by cutting explicit
mar gi nal tax rates on | abor and capital incone, or by anending
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the tax base to elimnate the m snmeasurenment and multiple
taxation of income used for saving and investnent.

Presi dent Bush has proposed nmargi nal rate cuts and the
elimnation or reduction of certain tax rate spikes that are
triggered by sone peculiar provisions of the tax code. His bil
is an excellent place to start. It is not too big; if anything,
it istoo small. It should be inplenented nore rapidly than
originally proposed. It should not be constrained by a
"trigger". It should not be watered down in favor of faster
elimnation of the public debt.

The President's bill should be followed by further tax
changes that |lead toward fundanental tax reform The goal should
be to elimnate the tax biases agai nst saving and investnent at
t he individual and business levels, and to elimnate the tax
spi kes and conplexities created by peculiar rules regarding
deductions and credits in the current code.
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